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The ongoing debate
In recent months, calls have been raised for the revalua-
tion of the Chinese yuan. The proposal is usually made
in the context of China’s huge trade surplus with the
United States (US). A revaluation or appreciation of the
yuan—which means that the exchange rate vis-à-vis the
dollar will decrease—will make China’s exports more ex-
pensive and imports into China cheaper and would help
reduce its trade surplus with the US.
There are, however, other reasons as well for wanting
the yuan to appreciate. One is to help reverse the defla-
tionary situation in the country if domestic demand will
be boosted by lower import prices. Two is to ease—with
the decline in the current account surplus—credit growth
and reduce the risks of a real estate bubble. And three is
to “take the edge off growing resentment of China by
many developing countries fearful of seeing their own
nascent industries swamped by Chinese goods.”1
Meanwhile, another proposal—a more far-reaching one—
is for China to liberalize its capital account thereby allow-
ing the yuan to float. However, given the weakness of the
country’s financial sector, this proposal has virtually been
“killed.” In fact, even revaluing the yuan is not in China’s
best interests. Such a move would reduce the value of
China’s dollar assets and diminish its advantage in ex-
port markets. Moreover, a revaluation may contribute to
even lower domestic prices and exacerbate the deflation-
ary situation.
A corollary argument that has been floated is that the
revaluation of the yuan should be accompanied by an
appreciation of other currencies in East Asia. Focusing
on the yuan alone, it is said, makes little economic sense
since the trade deficit of the US is with the entire region.
There is an implicit contention that many currencies in
East Asia have been undervalued since the exchange
rates adjustments that took place in the wake of the 1997
financial crisis. If a currency is undervalued, then there
is room for it to appreciate.
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Regional currencies: under- or overvalued?
One way to shed light on this debate is to determine
quantitatively whether the currencies in the region are
undervalued or not. A currency is undervalued (overval-
ued) if its exchange rate vis-à-vis the dollar is higher (lower)
than what it should be given the fundamentals of the
economy. In the absence of any structural estimates, one
could look at the behavior of real effective exchange rates
over time and make judgments about the extent of over-
or undervaluation of currencies. The real effective ex-
change rate (REER) of a country is a broad summary
measure of the prices of its goods and services relative
to other countries. Another way to view the REER is to
consider it as the usual exchange rate (e.g., P55 to a
dollar) taking into account changes in prices and a
country’s trade with other countries. Similar to the usual
nominal exchange rate, an appreciation of the REER
means that exporters are hurt and imports become
cheaper. [A detailed explanation is provided in the last
part of this note.]
A summary table showing the behavior of the REER of
selected countries in East Asia is shown below.
The table shows an REER index with June 1997 as the
base period. It would be useful to compare the current
level (as of August 2003) with the maximum and mini-
mum attained since January 1995, and also look at the
elapsed time since the extreme values were recorded.
For example, the minimum REER index for the Philippines
was 69.3, which was recorded only in March 2003—
implying that at its lowest value, the peso depreciated by
30.7 percent in real terms since June 1997. The August
2003 of 69.5 is not much different from the minimum,
implying that as of that period (and continuing into Octo-
ber 2003), the peso was relatively undervalued. The
Singapore dollar is in a similar situation but judging from
the minimum and maximum values of the index, this cur-
rency has been quite stable.
Meanwhile, the rupiah, ringgit, baht, won and yuan have
recorded sharp appreciations compared to their minimum
values. The yuan in particular just reached its peak early
last year, which would indicate that its current value would
tend to be on the side of overvaluation. Even if the ex-
change rate of the yuan has been fixed against the US
dollar, movements in other relevant variables have caused
it to appreciate in real terms. One reason is that even if
China has a trade surplus with the US, it has a deficit
with other countries. The possibility of overvaluation is
even stronger for the Korean won, which is hovering near
its May 1996 peak. Moreover, except for the Philippines
and Malaysia, these countries have accumulated hefty
foreign exchange reserves, another indication that the
rupiah, baht, won and yuan are relatively overvalued.
Real effective exchange rates in East Asia (June 1997=100)
Indonesia Malaysia Philippines Thailand Singapore China Korea
REER index minimum between   33.12   68.98   69.29   58.32   92.0   81.3 69.47
January 1995 and June 2003 (June 1998) (Jan.1998) (Mar. 2003) (Jan. 1998) (Apr. 1995) (Apr. 1995) (Jan. 1998)
REER index maximum between 104.1 103.55 101.26 101.64 102.99 121.49 105.02
January 1995 and June 2003 (Apr. 1997) (Mar. 1997) (Apr. 1997) (Apr. 1997) (Apr. 1998) (Feb. 2002) (May 1996)
REER index in August 2003   81.3   80.9   69.5   75.6   92.9 105.4   99.8
GIR less gold in months   11.5     5.2     4.2     6.7     8.3   11.8     9.1
of imports, March 2003
Note: A decrease (increase) represents a depreciation (appreciation).
Source: Asia Recovery Information Center, Asian Development Bank.No. 2003-09 3
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The implication: what to do
The data show that most of the East Asian currencies
have appreciated considerably compared to the minimum
levels that were attained. This indicator, along with the
level of accumulated reserves in these countries, does
not support the argument for the need for these curren-
cies to appreciate sharply, i.e., in the neighborhood of
15-20 percent. The evidence leads credibility to the ob-
servation that “when officials talk about trade deficits
and exchange rates, the discussion is more about poli-
tics and diplomacy than economics.”2
In the case of the Philippines, exporters and domestic
manufacturers who directly compete against imports
should benefit from the present undervaluation of the
_______________
2David DeRossa. Does Europe have a beef over the yen?
Bloomberg, 21 September 2003. http://www.bloomberg.com/news/
commentary/dderosa.html.
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peso. Policy measures can help by removing or easing
constraints to expanded production of these firms. Since
most of the constraints are long-term in nature, e.g., in-
frastructure bottlenecks, and the favorable exchange rate
situation is likely to be transitory, what policymakers can
do is simply encourage lenders to extend credit to these
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 Technical note on the real effective exchange rate
In equation form, the real effective exchange rate for a country labeled j is given as:
where WPIi - wholesale price index of partner country i
CPIj - consumer price index of home country j
eij - exchange rate index between country i and j expressed in foreign currency per local currency
wij - share of country i in the total trade of country j
The Philippines can be used as an example. The REER formula is expanded with the assumption that it has only two trading
partners, Japan and the US.
        is the nominal exchange rate but specified as the amount of dollars per peso (which is about 1/55 at present). The REER is
simply the nominal exchange rate adjusted for price differences and changes in the US dollar’s value compared to other major
currencies. This takes into account the fact that the Philippines trades with countries other than the US. The way the equation is
specified, an appreciation of the peso vis-à-vis the dollar means that        will increase while a depreciation means that        will
decrease. Hence an increase (decrease) in the REER means that the currency appreciates (depreciates) in real terms. The
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This volume is a collection of four studies funded by the Philippine APEC Study Center Network (PASCN). It tackles
the impact of globalization on the key dimensions of our higher education system. It traces the forces that have
contributed to and impeded globalization of education and more importantly, it identifies various threats and opportu-
nities brought about by globalization of higher education, particularly to a developing country like the Philippines.
ISBN 971-564-055-9.
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